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Financial Health Economics

Financial Health Economics

KPU ’16: Koijen-Philipson-Uhlig (2016), “Financial Health
Economics”, Econometrica vol. 84, no. 1, 195-242.

Question there: why do health stocks have “alpha”?

Answer: government risks. I.e., “alpha” is the investor reward for
holding government intervention risk (“socialized medicine”).

Cruz-Sanders CNN Debate, "Future of Obama Care", Tue Feb-7.
Without gov. interv. risk ( partial government reform ):

◮ doubling of medical R&D by now.
◮ additional 3% of GDP would be spent on health care.
◮ long-run health share: 30 to 40 percent.

Model in KPU ’16: lots of distortions. Gov. interv. risk is just one.

Issue: Is reducing intervention risk a step in the right direction?
Benchmark: optimal government reform.

Today: long run social planner solution in KPU ’16. Comparison.
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Trump Election Day Returns
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Cumulative Abnormal Returns vis-a-vis “beta” 60 days
prior.
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Trump Policy and Hospital Shares
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Trump Policy and Drug Stock Prices
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Health Share, R&D Share: Model Versus Data
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Health Share, R&D Share: Counterfactual
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Health Share, R&D Share: Long Run
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KPU ’16: the model
t = 0,1,2, . . .. Two types: households, entrepreneurs. HH utility:

U = E

[

∞
∑

t=0

βt (c
ξ
t h1−ξ

t )1−η − 1
1 − η

]

cons.: ct + κet = γtLc,t

health: ht = γth + mt ( with h: health endowm. )

medic. cons.: mt =

(

∫ 1

0
m1/φ

jt dj

)φ

variety j : mjt = qjtγ
tLm,j ,t

quality of j : qj ,t+1 = (qν
j ,t + dν

j ,t)
1/ν

R&D for j : dj ,t = γtLd ,j ,t

labor market: 1 = Lc,t +

∫ 1

0
Lm,j ,tdj +

∫ 1

0
Ld ,j ,tdj
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KPU ’16: the distortions

Asset market distortion: Households cannot save or borrow.

Markup distortion: mj ,t is produced in monopolistic competition.
Thus, the price is at a markup over marginal costs, generating
profits.

Knowledge spillover distortion: Firm j does R&D dj ,t in t
anticipation of these profits in t + 1. It then dies, leaving the new
quality level qj ,t+1 “for free” to next generation of firms. ( Note: t
counts decades. )

Medical care subsidy: The government subsidizes the medical
spending of HH.

R&D subsidy: The government subsidizes firms’ R&D spending.

Government intervention risk: The government may impose
that all future markups are zero. Firms take this risk into account,
when making their R&D choice today.
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Restoring Prosperity via Optimal Government Reform

Restoring Prosperity via Optimal Government Reform

Optimal Government Reform = Social Planning Problem.

Let’s run with the model in KPU ’16.

Solve a social planner ( SP ) problem, who only cares about
households.

SP: chooses optimal allocation, subject to equations above and
et ≥ 0.

Symmetry: mj ,t ≡ mt , qj ,t ≡ qt , dj ,t ≡ dt .
Long run only:

◮ Set h = 0. Note that h “fades” as qt → ∞.
◮ Characterize balanced growth path.

Quantitatively compare to market outcome in KPU ’16.
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Results 1: balanced growth.

Proposition
Along the balanced growth path,

qt+1/qt = γ.

Thus, mt = ht grows twice as fast as consumption,

mt = ht = h0γ
2t

while
ct = ctγ

t , qt = q0γ
t , dt = d0γ

t

The ratio of R&D to the quality level is

¯(d
q

)

= (γν − 1)1/ν = 0.0084 with KPU ’16 calibration
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Results 2: parameters.

Param. Description
These matter in KPU ’16 and here:

γ 10-yr growth 1.35 = 1.0310

ν Curvature R&D production function 0.42
ξ Weight non-health consumption in U 0.54

These only matter in KPU ’16:
φ Markup 3
χ R&D subsidy 50%
σ Medical care subsidy 50%
R 10-yr benchmark return 1.48 = 1.0410

Q 10-yr ret. on health R&D, if no interv. 2.37
These only matter here:

β HH or SP discount factor benchm.: 1/R
η utility curvature benchm.: 1
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Results 3: numerical results, benchmark parameters.

Benchmark parameters: β = 1/R, η = 1. Results:

Market, i.e. KPU ’16 Optimal,
w. gov. risk no gov. risk i.e. here

R&D spending/GDP 1.5% 2.3 % 6.7%
health spending/GDP 32% 32% 34%

Decentralization in original KPU ’16 model

Market, i.e. KPU ’16 Optimal,
w. gov. risk no gov. risk i.e. here

Medical care subsidy σ 50% 50% 71%

Harald Uhlig (University of Chicago) Optimal Health Economics Feb 10th, 2017 18 / 21



Restoring Prosperity via Optimal Government Reform

Results 4: large sensitivity to parameter variation.

Optimal share of labor force in medical R&D:
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Conclusion

Conclusions

Health expenditures: large and rising share of GDP.
KPU ’16: government risks! Source of health industry “alpha”.
Without gov. interv. risk ( partial government reform ):

◮ doubling of medical R&D by now.
◮ additional 3% of GDP would be spent on health care.
◮ long-run health share: 30 to 40 percent.

... but is this a step in the right direction?

Restore prosperity with optimal government reform.
Social planner problem, long run, in KPU ’16. Results:

◮ For benchmark parameters, triple R&D ...
◮ ... and results are very dependent on choice for β, η.
◮ Decentralizable with subsidies and taxes.

Appropriate model?

This is of first-order importance. More research truly is needed.
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